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CHAPTER I
INTRODUCTION
Problem. - The problem involved in this study is to determine
some of the possible effects which taxation or a certain tax policy has
upon consumers.
Scope. - Taxation has existed for many thousands of years and
has resulted in many controversial issues. Thus, this study will, not be
concerned with the origin of taxation or its many complicated issues;
however, we shall be concerned only with (1) government fiscal policy
and (2) the effects of both direct and indirect taxation upon consumers.
The allocation of revenues wilP. be discussed at length because the
transfer of income from one income group to another has significant
influences upon the national income and upon consumers.
The sources of taxation have been narrowed to three items:
personal income, business income, and general sales. These three
items have been chosen because they are the main sources of taixation
in the United States. Taxes are imposed upon other sources, however,
they do not yield as much tax revenues as do the items listed above.
The scope of this study will therefore be limited to one of the
means which all levels of government in the United States use in
acquiring funds to meet their obligations to the growing population.
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Significance, - The significance of this thesis is to provide
useful information for those who might be interested in studying the
effects of government fiscal policy upon consumers, which will in turn
reflect itself in the economic development of a nation.
CHAPTER II
GOVERNMENT FISCAL POLICY
The main sources of revenue in the United States are taxation of
personal income, business income, and general sales. In 1954, for
instance, taxation of personal income accounted for 46.8 per cent of
total tax revenue whereas business income accounted for 30,7 per cent
of total revenue.^ The rates and methods for leveling taxes upon these
sources have varied markedly from time to time; however, the general
principles of taxation have remained essentially unchanged. As pro¬
posed by Johann H. G. Von Justi, a German Cameralist of the eighteenth
century, these principles include among others: (1) the subject's
ability to pay taxes, (2) the equity and proportionality of the tax, (3)
the protection of the welfare of the state and of the subject, (4) the ease
and convenience in collecting the tax, and (5) the certainty and honesty
of the tax. ^ Other writers have added such factors as (6) the sources
and method of taxation, and (7) the scope and purpose of public ex-
3
penditures. This chapter will be concerned with the sixth and seventh
^K. E. Poole, Public Finance and Economic Welfare (New York:
Phinehart & Co. , 1957), pp. 25, 147.
J. F. Due, Sales Taxation (Illinois: University of Illinois Press,
1957), p. 2.
2
J. H. G. Von Justi, Public Finance, ed. A. E. Monroe,
(Cambridge: University Press, 1951), pp. 389-399.
3
L. H. Kimmel, Taxation and Economic Incentives (Washington,
D. C. , The Brookings Institution, 1950), p. 6.
3
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factors; however, the other principles will be discussed briefly.
Ability to pay. - The first principle of taxation requires that the
taxpayer be in position to meet his tax obligations without having to
deprive himself of the necessities of life, and without trenching upon
his capital. Taxes and "contributions which exceed these limits do not
deserve this name; they are tyrannical exactions and a violent theft of
the property of the subjects. " ^ The Cameralists held that any tcixes
which cause undue burdens upon the taxpayers are unjustifiable since
"no expenditure can be necessary which defeats the very purpose for
" 2
which men live in civil societies.
Equity and proportionality of taxes. - This principle subscribes
to the theory that since all subjects have an equal share in the purpose
of the society, the general welfare, and are provided equal protection,
they should contribute equally to the entire expenses of the state.
However, since the first principle requires that the subj ects be in
position to pay tax, and since those who possess property have need for
greater protection, the equity principle is merely a question of each
person contributing in proportion to his property or income.
^A. E. Monroe, op. cit. , p. 389.
2
Ibid.
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Protection of the welfare of the state and of the subject. - The
importance of this principle is that the general welfare of the state and
of the subjects is the greatest purpose of all societies. Taxes should
contain nothing that is prejudicial to the interest of the state or to
citizens. Justi maintained that a state which has any organization that
conflicts with the purpose of the society is monstrous in structure.
Taxes which the state impose should be allocated for the betterment of
the whole society. Hence, government purchases of goods and services
have always been supported on the principle that although the money
payment accrues to certain individuals whose services government
employs, yet the services rendered by government, i. e. , police pro¬
tection, highways and roads, postal services, military operations,
and the like, benefit the whole society rather than any specific groups
of people.
Ease and convenience in collecting the tax. - This principle is
based on the theory that the less difficult it is to collect a tax, the less
expensive it will be for both the state and the taxpaying subjects. To
state this principle in the words of Justi, "the larger the expenses of
collection, the less revenue does the state enjoy, or the more must
the subjects be burdened with contributions unnecessarily. In this
6
connection, every care must be taken to avoid a multiplicity of col¬
lectors and officers, and to arrange that there shall be only one col¬
lecting office in each place.
Certainty and honesty of taxes. - The fact that this principle is
in the interest of both the state and the subject is obvious. It is neces¬
sary for the state to be able to feel confident that the taxes will bring
the required revenues into the treasury since the fiscal expenditures
of the state cannot be postponed without disorganizing and confusing the
operations of the state. Consequently, the taxes cannot be levied on
sources which yield very uncertain revenues, and where fraud on the
part of the collectors and deception on the part of the subjects may
decrease the expected revenues.
From the point of view of the subjects, it is equally necessary
that the taxes be definite and certain. Every taxpayer should know both
the reason for the taxes and the amount which is to be paid, so that he
2
may not be exposed to the whims and oppressions of the collectors.
So far this analysis has attempted to present few principles which
should serve as guides for fiscal policy-makers. What follows will
include some of the factors upon which taxes may be imposed as well
as the character of public expenditures. This study will not include
^Ibid. , p. 399.
^Ibid. , p.. 398..
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all the factors of public expenditures. Unemployment benefits, for
example, will not be discussed. The writer has chosen not to discuss
this aspect of public expenditures since both workers and management
contribute directly toward the benefits which unemployed workers re¬
ceive. However, the more essential aspects of public expenditures
will be considered in this paper.
Sources and Methods of Taxation
Personal income. - The federal government and about three-fifths
of the states impose taxes on the earnings of individuals. The rates
imposed on earnings are progressive in an ascending scale according to
the amount of income received. This system complies with the first
principle of the cameralists' school, i. e. , the principle of the ability
of the subject to pay taxes.
In the United States, two methods are used in determing what in¬
come shall be subject to teixation. One is based on the actual receipts
of each taxpaying recepient, and the other is based on geographic origin. ^
The former, however, is the more often used. The federal govern¬
ment and many state governments tax residents on their net income re¬
ceipt from all sources. Other states use the rule of geographic origin,
taxing the aggregate income of individuals which has its origin within
^
H. L. Lutz, Public Finance (New York: Appleton, 1947), p. 323.
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the state, whether such income is received by residents or non-resi¬
dents, and exempting all income which originates outside the state,
even if such income is received by residents of the state. ^ This system
of taxation directly violates the theory of equity taxation unless, of
course, adjustments are made to exempt certain incomes. The most
equitable adjustment, insofar as non-residents are concerned, is
exemptions on reciprocal terms. This would alleviate double taxation.
Determination of taxable income. - The development and present
form of taxation have been seriously influenced by constitutional enact¬
ments and other administrative requirements. Recent income tax
legislations impose tax on an artificial concept known as net income.
However, since there is no absolute economic or legal category that
can be designated as net income, no income legislation has undertaken
to define it, or to determine it. Net income, which is the difference
between the sum of gross income and certain kinds of deduction and
exemptions, is only arbitrarily determined.
The net taxable income of an individual is arrived at by aggregating
the various types of income that accrues to the individual; deductions
and exemptions are made for the taxpayer and each dependent member
)
of his household in the amout of $600 each. Additional deductions are
permitted for expenses incurred in earning one's income. Such expense
1 Ibid.
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items include wages and salaries, cost of material and supplies, rent
of premises occupied but not owned , fuel and other similar payments.
The importance of this system has already been discussed. The
Cameralists' school, which was the exponent of the theory, ascertained
that if a subject pays taxes on his capital he might be unwilling to continue
investing.
Capital gains are considered taxable income, but are taxed at lower
rates than other income. The rate of 25 per cent is usually applied.
Capital losses are subject to more generous treatment. They may be
deducted from gross income as an offset to capital gains in five succeed¬
ing years. After allowances and exemptions have been made, net in¬
come remains which is subject to progressive taxation.
Income tax rate structure begins relatively low but soon becomes
very rigid relative to income. In 1956, for instance, an average family
of four persons paid no income tax unless its income was in excess of
$2, 700. On the first $2,000 of taxable income over legal exemptions,
a tax rate of 20 per cent was applied; on the second $2,,000 a rate of 22
per cent was levied. The marginal rate of 50 per cent was imposed on
income of $32, 000 and a rate of 91 per cent was applicable to income
over $400,000.^
G. L. Bach, Economics: An Introduction to Analysis and Policy
(New Jersey: Prentice-Hall, 1957), p. 687. ^
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Table 1 below shows the break-down of what a couple without child¬
ren would have paid out of their income for 1961.
TABLE 1
AMOUNT OF FEDERAL INCOME TAX TO BE PAID AT
DIFFERENT LEVELS BY A CHILDLESS COUPLE, 1961*
Net Income before
Exemptions
(1)
Personal
Income
Tax
(2)
Average
Tax Rate
Per cent
(3)
Marginal
Tax Rate
( = Tax on
' Extra
Dollar
(4)
Disposable
Income
After Tax
(5)
Below $ 1,200 00 0 0 1,200
3, 000 360 12 20 2, 640
5, 000 760 15.2 20 4, 240
8, 000 1,416 17. 7 22 6, 584
10, 000 1,888 18.9 26 8,112
20,000 4, 870 24.4 34 15,130
50,000 19, 600 39.2 59 30, 400
100, 000 52,800 52. 8 72 47, 200
200,000 134, 000 67 87 66,000
500,000 404,000 80. 8 91 i 96,000
1,000,000 859,000 85.9 91 141, 000
Above $ 2, 000, 000 ’ 0.87xCd(l) 87 87 0.13xCol. (1)
Source: P. A, Samuelson, Ecbnornics An Introductory Analysis,
pp. 201-202.
In Table 1, column (2) indicates how much tax people would have
to pay on each of the earnings listed in column (1). These rates begin
at very low rates but increased very rapidly in relation to income.
Column (3) indicates how progressive the income tax rates really
are. A person who earns $10, 000 annually is made to bear a heavier
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burden then a man who earns about $3,000. Column (4) shows an in¬
teresting fact, the fraction of an extra dollar that taxes absorb.
Column (5) shows the amount of disposable income left after taxes.
As may be seen in column (4), when income reaches about $55, 000 the
government takes fifty per cent of that amount. ^
It should be obvious from the above table that taxes absorb a large
portion of personal income, thus reducing the amount which may be
spent.
Taxation and the propensity to consume. - To evaluate the impact
of taxation upon consumers, it might be important to employ the con¬
cepts of average and marginal propensities to consume.
The concept of average propensity to consume shows the relation¬
ship between disposable income and consumers spending. Marginal
propensity to consume, on the other hand, shows how consumers divide
their extra, or marginal, earnings between spending and savings.
Ordinarily, consumers do nc^t divide their marginal income as they would
divide their previous incomes. An illustration might help in making
these relationships meaningful. Suppose disposable income in some
year is $400 billion and consumers spending is $320 billion. Then the
average propensity to consume wouia be 80 per cent. On the other hand.
1
Ibid,
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let us suppose that as a result of reduced taxation, consumers income
increased by $10 billion. Out of this increase, consumers spend $7
billion on consumption and save $3 billion. This would mean that the
marginal propensity to consume is 70 per cent. Conversely, an in¬
crease in taxes might result in decreases in both average and marginal
propensities to consume.
It should be mentioned that consumption spending does not depend
entirely upon disposable income.^ Other factors might well influence
both average and marginal propensities to consume. A list of these
factors is given below.
Income-- Present, Past, and Future. - It has already been men¬
tioned that present disposable income is the largest single factor which
determines consumers spending. However, studies have revealed that
past, as well as anticipated income is also pertinent. Once individuals
have become accustomed to certain levels of living, they are reluctant
to drop down to lower levels, even if taxation does reduce their real
income. Instead of reducing their consumption expenditures, they might
reduce their rate of saving as income decreases.
Future income also has an important influence upon consumers
spending out of their present income. If taxation absorbs a large
amount of an individual's income, the mere fact that he expects such
1
G. li. Bach, op. cit., p. 192.
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taxes to be temporary might induce him to maintain his usual consump¬
tion ratio.
Liquid assets. - If an individual has large accumulation of liquid
resources, he might feel freer to spend more out of his present earnings.
Conversely, if his liquid assets are low, the oposite might be true.
Other factors such as consumer's credit and price expectations,
might well influence consumers spending along with taxation.
Taxpayers reactions to taxation as well as other effects of direct
taxation will be discussed in Chapter III.
Corporate income. - Corporation income tax is probably one of the
most controversial taxes in the tax structure of the United States. This
tax has been attacked on +he theories that (1) it imposes severe difficulty
upon investment decision, (2) regardless of the point at which a tax is
imposed, it is paid by the ultimate consumer and, ( 3 ) it supports one
kind of capital structure over another. Another criticism has ; been that
corporation income tax is not equitable. This criticism is based on the
grounds that corporations pay a substantial tax on their earnings, and
stockholders also pay personal income tax on their dividends.
Whether these criticisms are correct or not will depend on (1) who
really pays the tax, and (2) the effects which such taxes have upon the
economy. Following a short analysis of how corporation income is
taxed, we shall present an analysis of (1) the incidence of corporate tax,
and (2) the possible effect which business tax has upon economic growth.
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Determining corporate taxable income. - The base of corporate
taxable income, like that of personal income, is determined by first
aggregating all assets; then deductions are made for all allowances,
special credits, losses, business operating expenses, and gifts for
charitable and educational organizations. The base of the taxable in¬
come is then separated into two parts, one part is subject to a normal
tax rate, whereas the other part is subject to a surtax. ^ The normal
rate is levied at 30 per cent on net earnings and the rate of surtax is 22
per cent. A total of 52 per cent is applied to corporation income. As
a result of such heavy taxation of corporate income, before dividends
are declared, both the dividends which are paid to stockholders and
investment capital are reduced.
Incidence of corporation tax. - It is appropriate, at the outlet of
this discussion, to raise the question, does taxation of corporate in¬
come affect the consumer through price increases? To answer this
question and many similar ones, one basic assumption must be made
and accepted; taxation of corporation income is a general income tax.
This is true, in the main, because (l) the corporate enterprise is the
dominant form of business organizatio^i in the Unites States economy,
and (2) from all points of view, there is no field into which the corpo¬
ration migh shift so as to avoid the taxes. All businesses, private or
^K. E. Poole, op. cit. , p.205. Lewis M. Kimmel, op. cit. , p. 17.
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partnership, must pay income tax.
Earlier theory of business tax. - According to the traditional
theory of business tax and its incidence, corporate income tax cannot
be shifted by either competitive business or by monopoly^. Regarding
the monopolist theory, it was surmised that the tax cannot be shifted
because prices were supposedly set at the point of highest returns be¬
fore the taxes were imposed. Whenever prices were maximized prior
to taxes, no change in prices was possible that would benefit the mono¬
polist and shift the added tax to the consumer. The tax burden, it was
argued, rested on the owner of the business.
The argument for the competitive firm rested on the role of
marginal firms in the pricing process. It was argued that marginal
firms do not make any profits and thus they do not pay tax. However,
the argument continued, since the goods sold by non-profit making
firms are pertinent, if the total demand had to be obtained, prices
must be sufficiently high so as to cover the costs of these firms. Since
these firms do not pay taxes, they cannot shift the taxes forward to
consumers in the form of higher prices. It was also argued that the
costs of marginal firms determined the prices at which commodities
were sold. Under such conditions, it was concluded that the effect of
^Ibid. , p. 19.
16
the tax rested on the stockholders of the more prosperous firms, and
that consumers per se were not affected, because the cost of non-profit
making firms will be the market price under pure competition.
Alfred Marshall and other economists have rejected the above
theory on the ground that it is the costs of representative firms rather
than marginal firms that determine the supply price of goods. Marshall
argued that the normal price includes ( 1 ) the operating expenses of the
representative firm, and (2) interest and insurance on all the capital
and earnings of management. Finally, it shoiild be mentioned that
critics of the traditional theory of business maintain that prices are
administered in important parts of the economy. ^ Two illustrations
might make this point obvious. On the one hand, if we suppose that
there are many firms in the same industry, producing the same com¬
modities, and operating under perfect competition, then the price¬
making role of the marginal firms might be superficially plausible;
on the other hand, if in a given industry few firms produce about 95 per
cent of aggregate production, all of which is sold at administered prices,
than the role of the marginal firms might be weakened, or non-existing.
^Ibid., p. 21.
^Ibid,, p. 22.
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Recent theory of business tax. - In recent times, writers have
taken opposite views regarding corporate income tax burden. These
theorists maintain that corporate income taxes are reflected in higher
prices and are necessarily passed on to consumers.^ This theory rests
on the fact that all "prices are administrated in manufacturing industry
and other important segments of the economy. " Prices, it is argued,
are determined in advance of production and are based on producer's
cost schedules.
In determining prices all costs and charges are taken into account
coupled with estimates of probable demand. Fair return on equity capital
is also included among these costs. Thus^ in order to obtain an adequate
return, income tax that is likely to be imposed on profit, is usually con^-
sidered. Kimmel held that "if a corporation income tax of 40 per cent
should be imposed, in making its plans this firm will increase its es-
timate of profits before income tax to 12. 5 per cent. " ^
This discussion reveals two interesting but divergent views. In
the first instance, we have not maintained that all ''<^rporate income tcix
is shifted, nor have we suggested that taxes can be shifted under any
condition. Other factors might well determine if an increase in the
^Ibid., p. 23.
2
Ibid., p
3
Ibid. , pp. 23-24.
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return on equity capital before income tax will be feasible, so as to
compensate for the tax levied. In some instances, the nature of the
demand for the company's goods may be the determining factor.
If the demand for a certain goods is elastic, the chances of passing
the tax burden to the consumer might be limited.
Another factor might be the ratio of sales to taxable income. Shoup
held that the more often the turnover of equity capital, the smaller will
be the increase in prices necessary to compensate for the tax. ^ The tax
rate may be very significant; however, the ratio of sales to taxable in¬
come is of greater importance where demand is very elastic. For instance,
an increase in the tax rate of about Z per cent is not likely to result in
a corresponding increase in prices.
The discussion has shown that the earlier and recent theories of
business taxes are in definite disagreement. The earlier theory assumed
that taxes are not likely to impose any burden upon consumers, whereas
the more recent theories assume that taxes imposed on business income
are shifted to the ultimate consumer in the form of increased prices. •
Possible impact of business taxation upon economic growth. - There
are many ways in which taxes might affect investment decisions, and thus
affect the economy as a whole. Taxes might affect the economy by
^C. Shoup, "The Incidence of the Corporation Income Tax",
National Tax Journal (March, 1948), p. 15.
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reducing the disposable incoine of consumers; they can affect business
costs when they raise the prices of goods and services which business
purchases; they can affect investment incentive when they appear likely
to absorb a substantial percentage of the rewards for risk-taking; they
affect the ability of business to expand production when business firms
are deprived of a large amount of the funds needed in their operations.
Less obvious, and perhaps less easy to appraise are the many ways in
which specific taxes influence the more routine and technical decisions
of business; decisions pertinent to the business organization and the
character of its capital structure; and decisions regarding employees
pension plans.
Finally, it should be mentioned that taxes may have effects on
business decisions that might not be easily recognized because they are
indirect and at times intangible. New taxes, especially if they involve
new measures of tax paying ability, may have indirect effects on
businessmen attitude towards the tax. As a case in point, the treatment
of undistributed profit may affect business investment decisions. ^
Before completing our discussion of corporate income tax and the
effects which it has upon both consumers and the economy, it might not
be amiss to discuss two theories which support the taxation of corporate
income.
E. G. Keith, "Repercussions of the Teix System on Business, "
ed. K. E. Poole, Fiscal Policies and The American Economy (New York:
Prentice-Hall, 195l), p. 315.
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Taxation of corporate income has been supported on the grounds
that a tcLx measured on the basis of net income is justifiable because of
the advantages of conducting business in the corporate form,^ These
advantages include; the limited liability of stockholders, the liquidity
of ownership through the selling of shares, and the continuity of
ownership and management. Thus, it is this privilege and advantage
that justify the taxation of corporate income.
The second theory in favor of corporate income tax is the theory
of the ability to pay. Economists believe that income earned from
physical property has greater taxpaying capacity than income earned
by an individual's effort, even if the two types of income are relatively
large. ^
General Sales. - "Taxes upon the transfer of commodities are
among the oldest taxes known to mankind. " ^ However, sales taxes
did not remain the predominant source of revenue through the 18th and
19th centuries. The development of democratic governments and the
rise of the principle of ability to pay resulted in general sales taxation
4
losing its significance.
^K. E. Poole, op. cit., p. 208.
^Ibid, , pp. 310-311.
3
John F. Due, Sales Taxation (Urbana: University of Illinois
Press, 1957), p. 2.
i
^Ibid.
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The last few decades have, however, witnesses a significant
revival of the sales tax. The re introduction of sales tax was caused by
the financial crisis created by the First World War.^ Many nations,
including many states of the United States, adopted this tax with the
intent not to retain it. Nevertheless, the stable yield during the de¬
clining business activities of the '30s resulted in retention of the existing
taxes as well as the enactment of new ones.
The last ten years have witnessed less resistence to the tcixation
of commodities and increased willingness on the part of governments to
argue in favor of sales taxes openly. As will, be seen from the following
table, a large amount of revenue is obtained from the taxation of goods;
in some cases, yields have accounted for more than 40 per cent of
total tax revenues.
^Ibid.
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TABLE 2
SALES TAX RATES AND YIELDS OF VARIOUS^
COUNTRIES, 1955- 56
Country Level of Tax
and Basic Rate
Yield as a
Percentage
of Total
Government
Revenue
Yield as a
Percentage
of Total
Tax Revenue
Yield as a
Percentage
of National
Income
Europe
Finlapd Manufactur ing(20% 22 24 6
Great Bri¬
tain Whole sal e s(varyin^ 7 8 2
Nether land s Multiple, except
retail (5%)* 25 5
Germany Multiple (4%)* 42 ** 45 8
Switzerland Wholesales(5.4%) 26** 31 2
Italy Multiple (3%) 21 22 5
Greece Manufactur ing( 6%) 30 41 6
Asia and
Australia
India Retail; Multiple 12 19 1
Pakistan Wholesales (10%) 15 20 1
Indonesia Manufactur ing(9%) - -
Phillipines Manufactur ing(7%) - - -
Australia Whole sdes (varying) 10 11 2
New Zea¬
land Wholesales (20%) 9 10 3
North and
South
America
Canada-
Federal- Manufe.c1urin^0%) 15
1 7 >
c
Provinces Retail (2-5%) 9
Chile Manufe.cturing(6%) 25** 26 5
U. S,«States Retail (2-3%) 15** 2 1 1
^Source: Ibid., p. 6.
Lower raters on sales by wholesales
In Germany the sales tax yield was 30% of combined Federal-
Lander revenue; in Switzerland the yield was 17% of Combined Federal-
contonal revenue; in the United States the state sales tax yield was 3%
of combined Federal-state revenue.
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Basis of imposing sales tax. - Sales tcix, as we know them today,
may be grouped into two categories; the multiple-stage or pyramiding,
and the single-stage.^ The multiple-stage is applied at all stages of
production and distribution.
Single-stage taxes are levied upon goods once in the course of
production and distribution. Such a system of taxation may be applied
at either of three levels: the manufacturer's level, the last wholesaler's
level, or the retailer's level. Each of these levels has its unique ad¬
vantages and disadvantages.
The customary method of leveling general sales taxes is to im¬
pose them upon business transaction as a whole. The entire business is
taxed and all discriminatory tendencies are alleviated;; such tax pro¬
cedures do not impede business incentives if they are imposed at low
rates. Since all items of business are taxed, the revenues are obtained
from diverse sources and the continuity and stability of the taxes are
certain.
The second possible method of leveling single-stage taxes is to tax
all goods except those sold at retail level. This system of taxation has
a broader scope than the producer's tax and the rates are usually lower
2
so as to obtain equivalent revenue. The advantage of such a tax system
^
Ibid. , p. 4.
2A. D. Buehler, General Sales Taxation, Its History and
Development (New York: The Business Bourse, 1932), p. 162.
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is that by eliminating all retailers' establishments tax authorities are
relieved of the duties of collecting several petty tcix payments from
small retailers.
The third method of leveling sales taxes is at the retailer's level.
Many states of the United States and Italy make use of this system of
taxation. This system brings the tax burden nearest to the ultimate
consumers thereby eliminating the imposition of burdensome interest
charges which would otherwise be paid by business for carrying the tax
long after the goods have been produced. Since the tax is levied at one
stage of production and distribution it does not pyrarnid.
Arguments for the General Sales Tax
More than any tax, the sales tax has been introduced as a measure
designed to raise revenue quickly and with relatively no difficulty. Even
if imposed at low rates, this tax provides very substantial yields because
J
of its broad base and because it does not inflict heavy burdens upon con-
sumers. Sales tax has also been supported as a standard of policy.^
In some instances, and this is true at the Federal level, sales tax has
been supported on the basis of tax policy, ratner than as a means for
acquiring additional revenues,
^Ibid., p. 163
2
John F. Due, op. cit. , p. 30
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Some general theories for accepting sales taxes are that they are
(1) essentially a form of consumption taxation whose burden is distributed
in proportion to consumption expenditures and (2) a temporary anti-
inflationary measure. In the following discussion, we shall attempt
to examine the importance of sales taxes on the following theories: (l)
its incentive effects (2) capital formation and economic growth and (3)
equity principles.
Incentive effects of sales taxation. - The main argument in favor
of the use of consumption-expenditure basis of taxation is the belief that
expenditure avoids the adverse effects on economic incentive which an
income tax creates. The effect of sales tax, it is asseted, depends
upon consumption expenditures rather than upon income.^ The fact that
income tax takes away a portion of all earnings from investment and
individual income, may inhibit the development of new business and
restrict the expansion of old ones. Also, incentive to avoid risky
investment is strong if capital gains are taxable as income. Sales tax,
on the other hand, has no direct effect on earnings from capital equip¬
ment, and may not even do so indirectly so long as the earnings are
2
not used for the purchase of taxable goods. As we shall see in Chapter
in, income tax has the tendency to alter the incentives to undertake work.
^
Ibid. , p. 31.
2
Ibid.
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"particularly marginal activity, , such as overtime work or that of ad¬
ditional members of a family. The effect may be in the direction of
increasing the amount of work, if the family strives to maintain its old
level of living despite the tax; it may reduce it if the elasticity of de¬
mand for income in terms of work is high. . .On the other hand, sales
tax will have no such effect, so long as additional income is desired for
purchases free of sales tax, particularly saving."^ However, since
additional income is necessary for the purpose of acquiring commodities
that are subject to tax, the effect of both taxes might be almost identical.
Regardless of the identical effects of the two taxes, workers tend to
react more vehemently to personal income tax since it reduces their
disposable income more, than they would react to the reductions
on the real value of their incomes through increased prices or sales tax.
Capital formation and economic growth. - A related advantage for
the sales tax because of its expenditure basis is the argument that sales
taxes restrict the long-range rate of capital formation and economic
growth less than income taxes. Sales taxes do not lessen incentive to
save as do income taxes; however, the burden is concentrated more
heavily upon persons who might be compelled to reduce consumption
instead of savings.
Equity theory. - Regardless of the fact that the income basis of
^Ibid.
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taxation has been accepted as the standard of equity, arguments have
been advanced that the use of the sales tax can increase the overall
equity of the tax structure.^ Theoretically, this argument maintains
that expenditures, rather than income,appropriately measure economic
well-being and therefore, ability to pay taxes. .
Sales tax is also defended on an equity basis on the ground that the
income basis tends to discriminate against persons who have not yet
amassed wealth compared to those who have, and imposes an inadequate
burden on those making large consumption purchases out of previous
wealth. Sales tax, it is argued, permits persons who have not accumu¬
lated much wealth to do so without undergoing teix burden on the portion
of their income used for this purpose. "Finally, the argument in favor
of sales tax maintains that sales tax insures some payment from income
2
tax. " In Chapter III, we shall discuss some of the arguments against
general sales tax.
Scope and Purpose of Public Enpenditures
Government expenditures exercise a profound influence upon the
American economy. They affect the level of employment^ and the
Ibid., p. 33.
^Ibid., pp. 33-34.
^A. C. Pigue, A Study in Public Finance (New York: St. Martin's
Press, i960), p. 19.
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amount of disposable income left in the hands of the public. Government
expenditures also affect the allocation of resources among the production
of various goods, and thereby the nature of the national product.
The effects of various governmental expenditures on the economy
are influenced by the condition of the expenditures; that is, whether
the expenditures are factor-purchase expenditures or transfer payments.
Government expenditures used for factor-purchases result in producing
goods and services for the public benefits whereas transfer payments do
not result in the use of resources by the government.
Factor-purchase expenditures. - When the government purchases
factors of production, i. e. , when it employs labor and buys or rents
land, material, or supplies, it performs activities which are similar
to those of private firms. The amount paid out by the government be¬
comes income to those who supply the factor units, and the income are
counted in the national income account. The value of the goods and
services produced become portion of the gross national product;^
however, the essential difference between government and private firms
is the distribution of the product. In the case of goods and services
produced by government, output consists of non-material services
rather than physical objects and are, in most cases, financed with
amounts obtained from taxes or borrowing. An example of such services
^
J. D. Doe, "Government Expenditures and Their Significance",
ed. K. E. Poole, Fiscal Policies and the American Economy (New York:
Prentice-Hall, 1951), p. 203.
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would be the postal system.
Since factor-purchases involve purchases of means of production,
these expenditures compete with expenditures made by private firms and
may therefore bid up the prices of the desired factor units. If some
units of the required factors are not employed, the competition between
government and private firms will not lead to an increase in the cost of
such factors. On the other hand, if resources and factors of production
are fully employed, the acquisition of a number of such factors by the
government will result in a reduction of private firms purchasing those
units and may produce a consequent increase in the cost of such factors.
Transfer payments. - Transfer payments are different from factor
purchase expenditures in that the recipients of transfer benefits do not
provide any goods or services for the payments they receive.^ Most
government transfer payments are made in connection with social
security. The second kind of benefits include veterans' reward for
serving the nation, and education. The third kind of transfer payments
consist of interest payments on government debt.
Table 3 below shows the total transfer expenditures for selected
factors for the years between 194Z and I960.
1
Pigou, op. cit. , p. 19.
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TABLE 3
GOVERNMENT TRANSFER PAYMENTS
SELECTED YEARS 1942-1960*
(Figures in million of dollars)
1942 1956 I960
Benefit from Social
Insurance Fund 754 8, 937 16,669
Old Age and Survival Ins. 137 5, 652 11,130
Veterans' aid - 78 1 383
Interest paid 1,038 5, 238 7, 046
Mustering-out and Ter-
minal leave benefit - 193 2
Federal civilian pension 83 553 936
Military pension etc. 476 3, 214 4, 066
Government Life Insurance 476
benefit 56 588 658
Total 2, 545 25,156 40,890
^Sources: Survey of Current Business (July, 1950), pp. 12-27,
(July, 1961), pp. 16-20.
Total government expenditures increased during the period given
above due in part to the increased welfare payments and in part to total
federal expenditures.
Other major items which are included in national expenditures
are those which relate to national security, agriculture and agricultural
31
resources, labor and welfare, veterans' aid, and interest on war debt.
Table 4 below shows the amounts of expenditure^ of each of these items.
I
TABLE 4
BUDGET EXPENDITURES BY MAJOR FUNCTIONS*
(Fiscal year. In millions )
Expenditures
Functions 1958
Actual
1959
Actual
Major National Security 44,148 46,426
International Affairs & Finance 2, 234 3^ 780
Commerce and Housing 2, 109 3,421
Agriculture and Agriculture
Resources 4, 389 6, 529
Natural Resources 1,543 1,669
Labor and Welfare 3,447 4,421
Veterans' Service and Benefits 5, 026 5, 174
Interest 7,689 7, 671
General government 1,356 1,606
Allowances for Contingencies - -
Total
/
71,936 80,697
♦Sources: Budget Message of the President for 1959; The Budget
of the United States Government for the Fiscal Year Ending June 30,
i960 and June 30, 1961.
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Table 4 shows that during fiscal year 1958 National Security ex¬
penditure items' accounted for about bl per cent of total national outlay.
The percentage figure for 1959 was about 57 per cent.
The next major itenis of federal expenditures consisted of Interest
payment on public debt, Veteran's aid, and Agriculture and Agriculture
resources. In 1958, Veterans' services and benefits accounted for 7
per cent of total expenditures. In the same year, interest payment on
war debt accounted for 10 per cent, agriculture took 7 per cent, and
labor and welfare accounted for 5 per cent. In 1959, the percentage
figures remained virtually unchanged.
During the last thirty-five years the direction of government out¬
lay has undergone many changes. The main change has been in the form
of national security and related items, as well as aid to farmers.
Prior to the early 1930's farm aid and related items involved rather
neglible amounts.
CHAPTER III
SOME EFFECTS OF TAXATION UPON CONSUMERS
Direct Taxation
Workers' reaction to personal income tax. - Everyone recognizes
the pecuniary and subjective effects of direct taxation. Direct taxes
reduce the amount of money which can be either saved or used for con¬
sumption; they also diminish the income over which the consumer is
free to exercise authority. If, for example, the existing tax rate were
20 per cent of total income, a person who works 40 hours weekly would
necessarily surrender one day's work to the government. Someone else
accepts and allocates his earnings of one-work day. If the effective rate
were 40 per cent, he would have to work two days out of the 5-work days
each week for the government. ^
Sooner or later, as a result of increased taxation, the taxpayer
might decide that more work in order to earn additional income is not
2
advantageous because his marginal earnings after tax are relatively low.
The effect of high tax rates on income just above the exemption level
will depend on many factors. Some of these factors are the level of one!s
income, the tax rate, the available chances which the taxpayer has to
^ H. L. Lutz, op, cit. , p. 508.
zJohnF, Due, o^. cit., p. 31 ; Lewis M. Kimmel, op. cit., p.99;
K. E. Poole, op, cit. , pp, 156-157.
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increase his income by accepting additional work, and the financial
obligations of the taxpayer to his family. Should his income represent
a minimum standard of subsistence, a tax in the range of 15 to 20 per
cent on each $100 earned might no doubt induce him to put forth more
effort if the opportunity was available. Conversely, the average worker
with total exemption of about $2, 700 out of his income of $3, 000 annually
might probably not react very strongly if a tcix of about 20 per cent were
levied on the remainder of his income; in some instance, he might not
be willing to do extra work in order to compensate for what he paid in
1
taxes.
Worker's reactions to personal income tax differ markedly under
the atmosphere of war and peace. In time of war, workers tend to put
forth their best performances to work, longer even if their disposable
income is low or inadequate. In time of peace, on the other hand,
2
such patriotic motives do not prevail.
There*is also evidence to substantiate the fact that managerial and
professional people whose incomes are in the middle and higher cate¬
gories react rather strangely to income tcixes. There are many reasons
why executives and professional people react more vehemently to income
tax than do people in lower income category. Few of the reasons include
the fact that marginal and average tax rates are considerable high; the
^
Lewis M. Kimmel, op. cit. , p. 99.
2lbid. , p. 100.
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range of choice between such people wanting to work or to enjoy leisure
is much broader than is the range for wage earners; and lastly, top
salary earners usually obtain incomes from many sources, apart from
their regular salaries, that are adequate to support a standard of living
that might be considered satisfactory. As a result of these reasons,
people at both executive and professional levels might be unwilling to
assume additional responsibilities as a consequence of high personal
1
income tax.
Some executives indicated that the effect of taxes on incentive to
work is important for earnings above the wage earners' categories.
They ascertained "that when income tax takes a large portion of gross
compensation, there will be a tendency to re-examine one's status and
to weigh alternatives."'^
Table 5 indicates the effect which direct taxation has upon mana¬
gerial personnel. The question which was asked about 1, 000 business
organizations was, "Has the rate structure of personal income tax,
especially the high middle-bracket rate affected either the supply or
3
quality of managerial personnel available;?
^ Ibid. , pp. 100-102.
^Ibid. , p. 102.
^Ibid.
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TABLE 5
HAVE HIGH TAXES AFFECTED AVAILABILITY
OF MANAGERIAL PERSONNEL? *
(Replies Classified by Industries)
Number of Replies Percentage of
Total Y es No
Aiiirmative
Replies
Metals and metal products 25 8 17 32. 0
Machinery and accessories 46 17 29 37. 0
Automobiles and accessories 7 6 1 85. 7
Electrical equipment and
appliances 14 6 8 42. 9
T extiles 23 9 14 39.1
Chemicals and drugs 11 6 5 54. 5
Building materials 8 4 4 50. 0
Paper and paper products 1 3 5 8 38. 5
Food and beverages 16 2 14 12. 5
Leather and leatner products 6 3 3 50.0
Rubber 4 2 2 50. 0
Glass 5 4 1 80. 0
Miscellaneous 18 9 9 50. 00
Total 196 ' 81 ' 115 41. 3
^Source: Ibid., p. 103.
The answers were Compiled according to the various industrial
groups. As may be seen from the replies, a little more than 41 per
cent of the interviewees indicated that the existing tax rate has some
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affect upon the availability of executives. Other comments were to the
effect that executives frequently vacate their position in order that they
might enter business of their own. They reason that by having their
own business establishments their efforts would be reflected in long-term
capital gains which are not subject to high tax rates.
According to the survey, executives who remain with the firms
respond to income tax in various ways. In some instances, executives
refuse to accept promotions that would require them to be sent to other
cities. In other cases, executives refuse to accept promotions because
additional taxes on their increased income do not justify the acceptance
of greater responsibilities. Finally, it should be pointed out that insofar
as the present income tcix rates cause executives to refuse to accept
additional responsibilities, and also because it causes them to put forth
less than their fullest efforts in their present duties, it follows that high
tax structures are viewed as being socially and economically undesirable.^
Arguments for direct taxes. - Direct taxes have been supported by
many economists on the following grounds. (1) Direct taxes develop in the
taxpayer a state of mind which might be referred to as tax consciousness,
and (2) direct taxes provide a more definite measurement of the dis-
2
tribution of the tax burden.
^Ibid. , pp. 103-105.
2
H. L. Lutz, op. cit. , p. 510.
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Tax consciousness. - Many arguments have been given in support
of the desire to make taxpayers conscious of the taxes which they pay;
some advocates of this theory have proposed it as a means of having
taxpayers protected against heavy or unpopular expenditures programs.
Other view taxation as a means of developing greater citizen's concern
in public affairs on the ground that the more people become cognizant
that it is their tax money that is being spent, the more alert and worth¬
while interest in government will be manifested. This theory rests on
the fact that no one will be willing to have others spend his money with¬
out his knowledge and consent.^
The existence of tax consciousness cannot be established easily;
neither can there be any assurance of the reaction to which it might lead.
Even though there might be some anticipation that direct taxes are more
likely to induce a state of tax consciousness than indirect taxes would,
the result is not necessarily true or inevitable. Direct taxes have not
produced a state of consciousness in all instances; and the resentment
of property owners to increasing local expenditures along with increasing
taxation is not unknown. Finally, it might be stated that the interest of
a tax conscious people might well be turned in some other direction rather than
2towards the improvement of governmental operations;
^Ibid.
2
Ibid.
it might turn into
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evasion of taxes.
Measuring the tax burden. - The next effect which direct taxes
have upon the taxpayer is that it provides a definite measurement of the
distribution of the tax burden. The goal of meeting government ex¬
penditures cannot be obtained unless the tax borne by all taxpayers can
be ascertained. Although the occurrence of a substantial amount of tax
shifting would make it impossible to determine the total taxes borne by
each taxpayer, yet every extension of direct taxation aims at reducing
the area of the field of tax shifting and thus improves the approximation
of the tax burden. ^
Indirect Taxation
Indirect tax, i. e. , sales tax, has a much more penetrating effect
upon the consumer than direct tax because it is paid out of consumers'
disposable income. Inasmuch as many states collect large revenues
from general sales taxation and because sales tax occupies an important
place in the revenue systems of many nations, it is desirable that some
attention be given to the possible effects of this kind of tax upon con¬
sumers and investigate whether the burdens which it inflict are dis¬
tributed equally.
Before we begin to examine the effects of general sales taxation
^Ibid. , p. 511.
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it would be useful to mention at the out-set that in the light of the theory
of taxation some kind of taxation upon consumption is both desirable and
unavoidable. However, it may not be construed that general sales tax
is the most reliable one which can best be implimented for the fiscal
needs of a nation, or even to equalize the tax burdens. Many centuries
ago general sales tax was denounced^ because it was deemed unjust.
It was within the last few decades that nations, gripped by the ravages
of financial embarrassment, turned to general sales tax as one of the
more dependable sources of revenues. It has been argued that sales
tax is regressive in its unequal and unfair burdens which it imposes upon
2
consumers. Others have viewed taxation differently in its more ad¬
vantageous perspective.
Equity of general sales tax. - It has long been recognized in principles
that sales tax should be equitable in its effects on consumer. However,
this principle has been over-looked more often than it has been observed.
It was the accepted theory of economists that general sales tax be adopted
as a means of federal revenue, because it fulfills all the requirements
of fairness and equity in distributing the tax burden. ^ Proponents of
such a tax system argued that a general sales tax of one per cent, for
1
2
3
Adam Smith, cop. cip. , p. 824.
A. D. Buehler, op. cit. , pp. 22fa-229.
Ibid., p. 226.
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example, was in agreement with the existing standard of living and is
within the consumers' ability to pay. It is also felt that a person who
spends about $200, 000 annually pays 200 times more than a man who
spends $2, 000.
Two questions may be raised regarding the theoritical justification
of the sales tax. Is consumption taxation the fairest test of the ability
to pay? And, d oes ability to pay to pay lead to proportional sales taxa¬
tion? The term "proportional" implies imposing tax burdens on the basis
of the consumers income and his family responsibilities, i. e. , size
of family etc.
First, it must be said that consumption taxation offers many
advantages as a basis for distributing the tax burden but not as a
measurement of ability to pay. (1) General sales tax levied on all con¬
sumption items is theoretically proper in that it distributes the burdens;
however, if such taxes were imposed on only selected items that are
often used and had an inelastic demand, i. e. , sugar, salt, gasoline,
and so forth, it would be unfair; (2) If the rates of general sales tax
are low enough so tha^ the consumer could pay them unconsciously and
without much pain such taxes would be justifiable, and (3) General
sales should be so structured that certain goods may be exempt because
of their importance to society. ^
^Ibid,, pp. 226-227.
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Second, although the use of general sales taxes as a means to
distribute the tax burden is justifiable, consumption taxation cannot be
used as a determinant of one's ability to pay nor is it proportional in its
effects. The following will serve to indicate this.
General sales tax falsely assumes (1) the total expenditures of
individuals to be indicative of their taxable capacity, (2) composite
knowledge about how individuals dispose of their earnings, (3) an under¬
standing of how they earn it, and (4) an understanding of the number of
dependents whom the head of the household has to support. However,
general sales tax falls short of possessing any knowledge of these con¬
ditions inasmuch as aggregate expenditures do not provide adequate clues
relative to the manner of spending of various households who may, and
do spend different amounts out of their incomes.^ For example, three
persons may assuredly spend identical amounts of about $3,000 annually;
however, Mr. A may be single, with no dependents, and with an in¬
come of $4, 000. Mr. B may be married with three dependents and with
an income of $3, 000, and Mr. C may be an unmarried man with no
dependents and an income the same as Mr. B. Nothing economically
meaningful has been said about the expenditure or the ability to pay
taxes of these three men merely because they spend $3, 000 yearly.
Yet Mr. B who has more responsibilities pays tne same amount of sales
^Ibid.
43
tax as the other two men whose responsibilities are much less. It
should also be obvious that the teix is not proportionally distributed upon
all three consumers.
Third, taxation of consumption goods falls short in considerating how
an individual receives his income, in that it does not separate income
which is earned from investment--and is certainly capable of being taxed--,
from income which is earned by one's own labor, or from income which
is obtain from one's parents or relatives. General sales tax is usually
imposed on the assumption that expenditure increases when income in¬
creases;^ but this assumption is not necessarily correct, inasmuch as
people may decide to save more, if they expect that the increase in
their income will be temporary. Studies have shown that by and large
the levels of expenditures do not always equal the levels of income. As
income rises consumption tends to rise also; however, not in the same
proportion.
Fourth, general sales tax is levied on the consumption of a very
rich man at the same rates that it is levied on the consumption of a poor
man. That is, since all classes of people must buy bread, milk, sugar,
and gasoline, from the same stores and stations at the same rates, and
have to pay for their commodities out of their disposable income, general
^ Ibid. , p. 227.
2
J. F. Bell, A History of Economic Thought (New York: Ronald,
1953), p. 608.
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sales tax imposes greater strains on the poorer classes of people than
on the wealthier classes.
Regressive effects of general sales tax. - If the comments given
thus far are correct, i. e. , that sales tax imposes heavier burdens upon
poorer people than it does upon rich people, than it is not incorrect to
assert that general tax is regressive.
The regressive effects of sales tax may be more meaningful by
means of an illustration. Let us suppose that a bigger part of the earn¬
ings of small income earners is required to purchase certain necessities
of life, and a smaller part of the income of large income earners is re¬
quired to purchase the same items, then the tax burden will rest more
intensely on the purchases of low income earners. The wealthier people,
as will be seen below, spend a greater proportion of their income on
luxuries rather than on necessities, whereas the oposite is true in the
case of poor people. ^ Statistical data substantiate the fact that a larger
part of the small income is spent for food, and a greater part of high
income is spent for comfort. Table 6 shows how American families
dispose of their incomes.
1 A. D. Buehler, op. cit. , p.229.
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TABLE 6
PER CENT OF INCOME SPENT BY AMERICAN FAMILIES
Living
Standards
% for
food
% for
clothes
% for rent,
fuel, light
% for
furnish¬
ing
% for
other
Poverty 50 • • * * • •
Bare subsistance 45-50 1 0-12 20-21 4 20
Minimum of health
and efficiency 40-45 12-15 20 5 18-22
Minimum comfort 36-40 16-17 20 5-6 22-24
Comfort level 30-35 1 8-20 20-22 5 -6 24-27
Moderately well to
do 25-30 20-22 20 6 28-35
Well to do 20-25 18-20 20-22 5 30-40
Liberal standards i Under 20 IJhder 15 20 25 40-50
Source: A. D. Buehler, op. cit. , p. 229.
Effects of general sales tax upon subsistence minimum. General
sales tax has been resented in the United States on the theory that it im¬
poses heavy burdens on the minimum of subsistence unscrupulously.
The phrase "minimum of subsistence" as used here has two meanings.
One refers to a physiological minimum or the smallest income which is
necessary to maintain an individual's existence, and the other refers to
the comfort minimum which is usually considered to be the adequate
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standard of living.^ The income which is necessary to maintain a
worker, whether it be comfort minimum or physiological minimum,
will be relative to the standards which have been established over time,
and this in turn will depend on the costs of living.
Writers have argued that the minimum of subsistence cannot be
taxed because it is the cost of labor, and any tax on the minimum of
subsistence must be shifted to the employer. Other writers have
ascertained that minimum of subsistence is essential so as not to cause
any decrease in population.^ Adam Smith in' The Wealth of Nations
held that
Any rise in the average price of necessities,
unless it is compensated by a proportionable
rise in the wages of labor, most necessarily
diminish more or less the ability of the poor
to bring up numerous families, and consequently
to supply the demand for useful labor; what¬
ever may be the state of that demand, whether
increasing, stationary, or declining; or such
as requires an increasing, stationary, or de¬
clining population.
Taxes upon luxuries have no tendency to raise
the price of any other commodities except that
of the commodities taxed.
Thus, as may be seen from the above quotation, sales taxes
levied upon the essentials of life impose great strains upon the poorer
1
Adam Smith, op. cit. , p. 824.
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classes and have very damaging effects; whereas taxes which are imposed
upon luxuries have no such effects. Taxation of comfort minimum, or the
essentials of life will result in the reduction of the labor supply, and a
corresponding increase in the cost of labor. Ricardo's "Iron Law of
Wages" substantiates this theory.^
Contrary to Adam Smith's theory, Buehler asserted that the
minimum of comfort--which was interpreted to mean "necessities"--may
be taxed, and that unless the tax rate is unduly heavy, "it may be ab-
p
sorbed by workmen without affecting the labor supply noticeably. "
To this counter-attack of taxation upon low income earners the
following question may be raised: Should low income be subject to the
same tax rates as high income? At various times public sentiments
have indicated that taxation of low income is undesirable and unrealistic.
Political and administrative leaders have also shown that it is impractica¬
ble to tax small earnings as rigidly as large earnings. However, no
argument has been presented relative to excise tax on tobacco, alcoholic
beverages, jewelry and the like. These items have been labeled luxuries
and are considered to be conducive to taxation.
^ Customs duties and poll
taxes also extend to low income earners but are not condemned. Thus,
;
^
J. Fred Bell, op. cit., p. 295.
2
A. D. Buehler, op. cit. , p. 232.
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in all actual tax theories, there is a certain amount of taxes that must
be imposed on all minimum comforts, and on all income of low or high
income earners. However, these taxes have to be kept low enough so
as not to impose any difficult burdens upon the lower income consumers.
CHAPTER IV
SUMMARY
Recapitulation and Evaluation
In the foregoing discussion, we have attempted to deal with the
taxation of personal income, corporation income, and general sales,
with primary reference to federal taxes. Personal income tax, as we
have seen, shares with sales tax and corporate income tax the attributes
of ability to pay. However, it is virtually impossible to find a definition
of net taxable income that may give precise measurement of one's ability
to pay taxes. Many suggestions have been provided by such writers as
Poole and Bach to define net taxable income; nevertheless, the only
conclusion which seems feasible would be to tax net accretion of wealth.
But this concept of taxable income would be difficult to arrive at when
income is not received in cash.
The effects of taxation and expenditures upon consumers were
viewed from two perspectives. On the one hand, it reduces the income
of taxpayers, and on the other hand, it provides goods and services for
the entire nation.
Effects upon taxpayers. - Taxation of income tends to influence
workers' incentives to work, the rate of savings, and investment de¬
cisions. Each of these effects may in turn influence the national
economy. The processes involved in economic expansion may be
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affected by the tax rate at every stage. If the taxes are too high, the
translation of investment funds into plants and equipment may be im¬
peded.
Although taxation in the United States has the tendency to (1) im¬
pede economic growth by obstructing the development of new businesses --
thereby restricting employment, and (2) limit workers' incentives to
work, it would not seem logical for us to conclude that taxes are dis¬
astrous or that they do not provide for some measure of economic growth.
It has been pointed out in our discussion that government fiscal policy
provides income for millions. We also saw that government provides
services which cannot be provided by the private sector of the economy.
Such services include welfare allowances, public works operations,
unemployment benefits, military operations, and many similar services.
There are, however, other sources from which government could
obtain revenues without reducing either the real purchasing power of
consumers or obstructing investment decisions. Some of these sources
are taxation of alcoholic beverage, tobacco, gifts, and inheritances.
Even though taxation of gifts and inheritances might influence willing¬
ness to acquire wealth, still this would have limited effects upon the
entire economy.
The writer feels that taxation, along with stern government
expenditures policies, does not impose undue burdens upon consumers.
The government would not be in position to provide for the underprivileged
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if it did not take revenues from those with the ability to pay. Poole
pointed out very adequately that "the remedying of one defect may give
rise to another, and choices have to be made constantly between
sacrifices involved in adopting alternative courses of action."^
K. E. Poole, op. cit. , p. 186.
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